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Local

CHF

USD

EUR

GBP

US cash

2.8%

3.3%

2.8%

2.6%

2.0%

Europe cash

1.4%

2.2%

1.8%

1.4%

0.9%

CASH

Swiss cash

1.0%

1.0%

0.8%

0.5%

0.0%

UK cash

1.4%

2.8%

2.3%

2.0%

1.4%

Japan cash

0.0%

1.5%

1.5%

1.2%

0.8%

1.2%

1.5%

1.2%

0.9%

0.4%

SOVEREIGN BONDS

Global sovereign, all maturities
Global 10-year sovereign

1.1%

1.4%

1.1%

0.8%

0.3%

10-year US Treasuries

2.2%

2.7%

2.2%

2.0%

1.4%

10-year German Bunds

-0.3%

0.4%

0.0%

-0.3%

-0.9%

10-year Swiss bonds

-1.0%

-1.0%

-1.2%

-1.5%

-2.0%

10-year Japan bonds

-0.4%

1.0%

1.0%

0.7%

0.3%

0.8%

2.2%

1.7%

1.4%

0.8%

10-year UK bonds
EM debt (local currency)

5.5%

6.0%

5.5%

5.3%

4.7%

EM debt (hard currency)

5.0%

5.5%

5.0%

4.8%

4.2%

4.6%

4.2%

3.8%

3.5%

2.9%

CORPORATE BONDS

Global HY
US high yield

4.6%

5.1%

4.6%

4.4%

3.8%

Euro high yield

2.5%

3.2%

2.8%

2.5%

2.0%

Global IG

3.3%

2.9%

2.5%

2.2%

1.6%

US investment grade

3.3%

3.8%

3.3%

3.1%

2.5%

Euro investment grade

1.3%

2.0%

1.6%

1.3%

0.7%

Corporate EM debt

4.2%

4.7%

4.2%

4.0%

3.4%
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MSCI World USD

5.8%

6.2%

5.8%

5.5%

5.0%

MSCI AC World USD

5.9%

6.3%

5.9%

5.6%

5.1%

US equities

5.7%

6.2%

5.7%

5.5%

4.9%

US small caps

5.7%

6.2%

5.7%

5.5%

4.9%

Europe equities

5.2%

5.9%

5.5%

5.2%

4.7%

European small caps

6.4%

7.2%

6.7%

6.4%

5.9%

Euro equities

5.5%

6.2%

5.8%

5.5%

4.9%

Asia (Ex-Japan) equities

7.5%

8.0%

7.5%

7.3%

6.7%

Japanese equities

4.9%

6.3%

6.3%

6.0%

5.6%

Swiss equities

5.4%

5.4%

5.2%

4.9%

4.4%

UK equities

5.0%

6.4%

5.9%

5.6%

5.0%

ALTERNATIVES

10.2%

10.7%

10.2%

10.0%

9.4%

Private equity real estate

Private equity

5.5%

6.0%

5.5%

5.3%

4.7%

Hedge funds

4.7%

5.2%

4.7%

4.5%

3.9%

* Past performance or forecasts are not per se a reliable indicator of future performance.

Dear Reader,

A MODIFIED APPROACH FOR A LOW
RETURN ENVIRONMENT

Welcome to this abridged edition of Horizon, where
Pictet Wealth Management (PWM) sets out our rationale
behind our expected returns forecasts relative to risk
for the next ten years across some 35 asset classes.
This exercise forms the basis of our strategic asset
allocation policy – our core decisions on asset
class weightings over the long term. It also helps
enormously with client expectations and transparent
communications. We choose a 10-year time period
because our client profile typically exhibits a long term
investment horizon – often with a view towards the
next generation – but also because we judge 10 years
to be an appropriate period, encompassing as it does
typical and full economic and market cycles.

Christophe DONAY

Head of Asset Allocation & Macro Research
Chief Strategist

The main message from our work is that we have
entered a low returns environment and consequently
are modifying our approach to asset allocation.This
edited version of Horizon is designed for those who
have perhaps more interest in the conclusions of our
analysis in terms of hard numbers – and the justification
of those conclusions – rather than the complex
methodology that lies beneath. We hope it sets out in
accessible form the journey we make from our initial,
top-down macroeconomic analysis to arrive first at our
expected returns and, finally, to the implications this has
for our clients in terms of portfolio composition.

César Pérez Ruiz
Head of Investment Platform
Chief Investment Officer

Average expected annual nominal total returns in local currencies

CHART 1 - EXPECTED RETURNS VERSUS HISTORICAL RISK
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SECULAR OUTLOOK

From the top down: economic
regimes and macro factors
At Pictet Wealth Management (PWM) we
base our expected returns on an asset
pricing model that is a function of the
underlying economic regime. It is the
economic regime that determines levels of
real economic growth and inflation – the
two drivers of expected returns. A regime
shift, therefore, has profound implications
for asset prices and valuation.

help of extraordinary monetary and fiscal
measures, US real GDP growth has averaged
nearly 2% in a regime that can be defined as
reflationary.

A regime shift can be identified where
there is a shift in the average level of the
real GDP growth rate and/or inflation rate
as measured, for example, by the consumer
price index (CPI). Examples include the
subprime crisis when in late-2007 US real
GDP plunged suddenly from a relatively
stable six-year average of 2.6% to an
average of -1.25% in the period to June
2009: definitively a deflationary regime.
Following that June 2009 trough, with the

Political conditions also have the potential
to cause an economic regime shift.
Currently, the rise of populism threatens
to create adverse shifts in economic and
market regimes.The relative geopolitical
power of the US is waning and with this
diminution in dominance a multi-polar
world may emerge, making room for
economic and market regime shifts.

Another example relates to inflation. For
example in October 1973 OPEC countries
caused the price of a barrel of crude
oil to spike by a factor of three in just a
few months, causing rampant inflation
throughout Western economies.

CHART 2 – SECULAR OUTLOOK: ECONOMIC REGIMES AND THE BALANCE OF RISKS
UPSIDE

Upside risks: Innovation diffusion,
Supply-side reforms, Phillips curve holds

STARTING REGIME

GDP

Inflation

US

3.00%

2.50%

Europe

2.00%

2.00%

China

5.00%

3.50%

END REGIME

GDP

Inflation

US

2.50%

2.00%

Europe

2.00%

China

6.50%

Baseline scenario: Disruptive innovation,
Trade frictions, Loose Phillips curve
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Source: Pictet WM-AA&MR
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Innovation has demonstrated a capacity
to introduce paradigm shifts that have
a material – sometimes transformative
– bearing on economic growth.The
combination of the technological
innovation wave and globalisation is
changing the dynamics of the global
economy because of its four characteristics:
it is disruptive, deflationary, global and
its exponential effects should materialise
over time.
Chart 2 sets out our baseline scenario for
inflation and GDP growth together with
associated risks. In this we take account of
disruptive innovation, a degree of constancy
between the relationships of economic
activity and slack with wage growth and
inflation as expressed by the Phillips curve
and the avoidance of a full-blown trade war.
Our macroeconomic analysis leads to a
number of observations in three critical
areas: monetary policy, inflation and
global debt.

Monetary policy: entering a new era
We are reaching the end of an era of
extraordinary central bank policy measures.
The heavy and sustained purchasing of
financial assets by central banks from banks
and other financial institutions since the
financial crisis of 2007/8 – quantitative
easing (QE) – may not have created growth
but may well have averted a depression.
Central banks, nonetheless, remain vigilant
and accommodating. In tandem with
gradual unwinding of QE, our forecasts are
based on the normalisation of central bank
policy rates, as indicated by Chart 3, with
low terminal rates in general, albeit with
large differences across countries.
While it would be wrong to dismiss the
re-emergence of deflationary forces in
the next downturn or financial crisis, this
risk has significantly diminished. Still, if
and when deflationary pressures return,
central banks’ ability to influence events
is compromised by the efforts of the
past decade, particularly in the euro area
where easing capacity is limited.

CHART 3 - G7: CENTRAL BANK BALANCE SHEETS AND POLICY RATES
G7: Central bank total assets (% of GDP)
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New tools and strategies may emerge if
and when all else fails, including asset-price
targeting, inflation targeting and more
explicit coordination between central banks
but it would appear that the focus of any
market intervention is inevitably shifting
away from monetary policy to fiscal policy
(something most evident of late in the
announcement of tax cuts in the US).

“New tools and
strategies may emerge,
including asset-price
and inflation targeting
and more explicit
coordination between
central banks.”

Normalisation also comes fraught with
political implications. Governments
benefited greatly from monetary
accommodation as it lowered the cost of
borrowing and made increased debt more
justifiable – a windfall that politicians
naturally grabbed with both hands.
That state of affairs could never last. And
while GDP growth in general may be
relatively healthy, the prospect of rising
rates and normal fiscal constraints means
hard choices between higher taxes and
reduced spending/higher debt. Ultimately,
this economic background may rebound
on central banks with their independence
implicitly threatened over the issue of
interest rate rises.
Inflation: strange behaviours and new
global dynamics
Inflation destroys value and hence is the
subject of constant vigilance on the part
of central banks.The ability of central
banks and policymakers to target inflation
has been frustrated by the unexpected
behaviour of the Phillips curve which
relates inflation rates to some measure of
economic slack such as the unemployment
rate or output gap.
Following the crisis, most developed
economies experienced a so-called ‘missing
deflation’ episode when a very large and
abrupt widening in output gaps failed to

6
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result in a proportional decline in inflation
rates. On the other hand, following several
years of economic recovery and falling
unemployment, inflation and wages have
failed to respond to the rise in the rate of
capacity utilisation, – a so-called ‘missing
inflation’ puzzle.
This has led to intense debate as to
whether the Phillips curve is dead.This
is not a view we share, nor is it shared by
incoming Fed governor Jerome Powell or
his predecessor Janet Yellen. We believe
that the more recent changes to Phillips
curve dynamics (it is flatter) relative to precrisis inflation levels most likely stem from
a combination two categories of drivers:
global factors including the commodity
cycle, globalisation and innovation, and
structural changes in the labour market.
In this context we expect inflation to rise
gradually but we note the potential for Asia
to export inflation to developed markets,
particularly in the case of China due to a
shrinking labour force and rising labour
costs.
Global debt: manageable levels but
China a concern
Excessive debt levels increase economic
vulnerability and consequently have the
ability to derail economic forecasts.
There is no consensus on the threshold at
which debt levels begin to affect growth
or trigger deleveraging. We know that
debt fuels growth but at some point the
harm outweighs the benefits as investment
and consumption are reduced when
private sector income is directed to debt
servicing. High debt levels increase the
fragility of non-financial corporations and
households to changes in the business
cycle, inflation and interest rates and also
promotes uncertainty.

We believe overall global debt levels are
manageable. Europe is highly heterogeneous
although some individual country debt
levels remain troublingly high and have
not seen the same extent of deleveraging
as the US and UK. China debt levels have
the capacity to keep global markets awake
at night but closer inspection reveals the
singular nature of that country’s debt
profile may help observers rest easier.
China debt is a concern for four reasons: the
potential global impact of a credit crunch;
the rate of debt growth; the indebtedness
levels of non-financial corporates; the rapid
growth of shadow banking. In mitigation,
the vast majority of Chinese debt is
borrowed domestically and two-thirds of
non-financial corporate debt is owned by
state-owned enterprises.

IN V E S T MEN T S IN A L O W RE T URN EN V IRONMEN T
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EXPECTED RETURNS

An overview by asset class
Our findings in relation to expected returns
are consistent with established investment
theory and experience: better returns
require taking more risk.

“As central banks force
short-term rates higher,
10- year government
bonds are poised
to make historically
low returns.”

Of course, investment risk is diminished
by time which has the effect of ironing out
short-term fluctuations in performance and
this is reflected in our 10-year investment
horizon. For the same reason our expected
returns are impervious to the business
cycle. A 10-year period is sufficiently long
to cover a full business cycle therefore
we neither anticipate (nor have cause to
time) business cycles in the context of our
expected returns model.
Individual asset classes tend to exhibit
certain risk/return characteristics that
distinguish each class from another but
these generalities come with a caveat: they
are generalities, not hard rules.
For example, equities in general are
considered to be riskier than bonds with
a higher expected return and volatility but
individual equities exhibit widely varying
risk/return characteristics. Within the bond
class sovereign bonds are considered far
less risky than high yield bonds. Cash is the
least risky asset class of all.
Nonetheless, and based on our analysis, it is
possible to make some broad observations
on the prospects for individual asset classes.
Cash: central banks driving short
term rates higher
Our core economic scenario for the next 10
years assumes interest rate normalisation,
both for short-term and long-term rates.Yet,
due to the current size of central banks’
balance sheets, this normalisation process
will take more than 10 years, which means

8
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short-term rates should remain fairly low.
The Fed has already started to hike rates
and similar movements are expected in
other currency areas, leading to a rise in
rates globally.This process will lead to
positive yields everywhere and to improved
returns on cash over the next 10 years.
Government bonds: lacklustre
returns in prospect
Long-term analysis shows that nominal
sovereign yields closely track nominal
GDP growth. But this relationship has
been distorted by the central bank policies
of recent years. Intervention by central
banks (generally in the form of massive
government bond purchases) has exerted
downward pressure on long-term yields,
which have become abnormally low
relative to nominal GDP growth. As central
banks force short-term rates higher, 10year government bonds are poised to
make historically low returns. German,
Japanese and Swiss bonds will be net
value destroyers over the next 10 years.
As the Federal Reserve pushes Fed funds
target rates higher, protection through US
Treasuries will come at a cost, with 10-year
expected returns of just 2.2%.
Corporate bonds: high yield
still attractive
Excluding major events such as the global
financial crisis of 2008-09, history shows
that the latest US investment grade (IG)
yield is a fairly good proxy for the 10-year
expected return from investment grade
corporate bonds.
High yield (HY) bonds have both fixed
income and equity characteristics.The
strong correlation between HY spreads
and the VIX equity volatility index is a good
illustration of this. In periods of financial
stress, HY spreads tend to climb in tandem

with equity risk. But this parallel between
the VIX and HY spreads has its limits: VIX
is the so-called ‘fear gauge’ for blue-chip US
companies quoted on the S&P 500, which
generally have investment grade ratings,
whereas the US HY universe mainly consists
of mid to small caps.
Nonetheless, analysis shows that over a 10year period, total returns for USD HY follow
a pattern much more similar to that for IG
bonds than the S&P 500. And there are long
periods when HY does better than equities
(the period 2008 to 2014, for example) and
vice versa.The narrow gap between 10-year
equity returns and HY returns since 2014 is
unprecedented in the past 20 years.
Unlike US IG, yields are not a good proxy of
future returns in the case of US HY, since a
higher yield is just what investors demand
to compensate for the extra default risk.
For the purposes of our calculation of
expected returns, the default rate matters
less than the final loss rate from HY bonds.
The loss rate combines the default rate with
an eventual recovery rate as, unlike equity,
a credit event does not necessarily mean a
bankruptcy leading to a 100% loss of capital.
Equities: still attractive despite
lower returns
Equities will continue to post solid returns
driven by earnings growth – albeit below
levels of recent decades. Developed market
equities now trade slightly lower than at the
height of their historic multiples but
valuations and the economic outlook do not
currently offer much support to long-term
returns. Over a 35-year period US blue chips
delivered an average annual nominal total
return of 8.6% as compared to our 10-year
expected average annual returns of 5.3%.

In terms of earnings growth for broad
indices in developed equity markets, we
take it for granted that earnings growth
will converge towards nominal GDP
growth over a 10-year period, with three
exceptions. In emerging markets (EM)
nominal GDP growth does not fully
translate into earnings growth for EM
corporates.This is taken into account in
our forecasts but the more mature the
economy, the more nominal GDP growth
matches corporate earnings growth.
High external exposure may protect
valuations such as in the case with Japan.
That country has been suffering from low
nominal growth for many years, but the
high non-domestic exposure of Japanese
companies means they report earnings
growth well above what nominal Japanese
GDP suggests it should be. With small caps,
the combination of low nominal growth
and high valuations means we expect total
annual returns on equities below the 8.6%
long-term average for the S&P 500 over the
next 10 years.Typically, small cap earnings
grow faster than the overall economy.
Alternatives: harvesting the illiquidity
premium
One outstanding feature of our expected
returns analysis is the risk/return
performance of alternative asset classes,
predominantly hedge funds and private
equity.The latter is something of an outlier
in our analysis with an expected return of
10.2% against a volatility of 17%.
Measuring hedge fund (HF) returns is not
straightforward. Unlike listed equities, it
can be quite difficult to invest optimally in
hedge funds, many of which are closed to
new subscriptions. For the same reason the
two established hedge fund indices also
have limitations.This asset class is far from
homogeneous, and there is a huge dispersal

IN V E S T MEN T S IN A L O W RE T URN EN V IRONMEN T
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“Equities will continue
to post solid returns
driven by earnings
growth – albeit
below levels of recent
decades.”

CHART 4 - GLOBAL PRIVATE EQUITY AUM
DECOMPOSITION BY ASSET CLASS
Buyout
Growth

Venture capital
Other

9%
14%

58%
19%

Source: Pictet WM - AA&MR, Preqin
* As at Q2 2017

in returns between different hedge fund
strategies (CTA, long/short equity, distressed
debt etc.). Picking the right hedge fund
strategy could significantly improve the
trade-off between risk and expected returns.
There is a major difference between
private capital and most other asset classes:
that is, private capital is not listed and
therefore does not offer the same liquidity.
This does not appear to have inhibited
its growth trajectory and private capital
assets under management (AUM) increased
by a factor of seven since 2000 to reach
USD 4,915 billion.
Private capital is also getting more diverse
but is still clustered around two main
groups that account for around threequarters of the class. While Infrastructure
(8%) and Private Debt (13%) have grown of
late, Private Equity (57%) and Private Equity
Real Estate (PERE) (17%) dominate.
Private equity is not a homogeneous
category of private capital (see chart 4).The
most prominent form is start-up financing,
yet venture capital accounts for less than
20% of private equity, while the bulk of

10
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private equity is clustered in buyout funding
with just under 60% of the total. Buyout is
quite different from start-up financing. Here,
the aim is to buy an existing business, make
it more efficient and grow it before selling.
This is the core of private equity.
High returns make private equity attractive.
Since 2010, global private equity has
delivered an annual total return of 13.5%
net of fees compared with 9.7% for the
MSCI AC World total return. Over the past
20 years, private equity’s return above listed
markets is even stronger (13% vs. 6.5%).The
superior return of private equity is usually
considered an illiquidity premium.There are
four factors behind these superior returns.
First, it is quite unusual to exert direct
control on a firm when invested in listed
equities. In the case of private equity, the
point of a fund is to have a material impact
on managing the company in order to make
it more efficient relative to peers.
The second factor is directly linked to
the illiquidity of this kind of investment.
The investment is not liquid but there are
occasional windows for investors to exit in
order to optimise returns.
The third driver is leverage. A better
managed company can sustain more
debt which makes it possible to amplify
returns for investors. Currently there is
roughly twice more leverage in global PE
buyout in terms of enterprise value (EV)/
equity than in the MSCI AC World.The
fourth factor is sector allocation. Sector
breakdown on listed markets is different
from private markets. Private equity will
target investment in growing areas and/
or companies that can be optimised or
turned around.

Average historical annual nominal total returns in local currencies

CHART 5 - EXPECTED RETURNS VS 10-YEAR ROLLING AVERAGE ANNUAL NOMINAL TOTAL RETURNS
IN LOCAL CURRENCIES SINCE 1950 AND, +/-1 ST. DEV. BARS AND LAST 10 YEAR AVERAGES*
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Diminishing returns have become
the norm
A central theme of this edition of Horizon
is that diminishing returns in general is
now the norm. Major asset classes’ 10-year
expected annual nominal total returns are
lower in all cases than the 10-year rolling
average annual returns over the past few
decades. Average returns for the last 10
years are also lower than averages since
1950 for most asset classes.
Chart 5 shows the historical 10-year rolling
average total annual nominal returns in
local currencies for asset classes for which
data exists since 1950 and over the last 10
years, together with their +/– one standard
deviation range since 1950 and our 10year forecast.
From the chart we can see that major asset
classes’ 10-year expected annual nominal
total returns are lower in all cases than the
10-year rolling average annual returns since
1950. Furthermore, the last 10-year average
returns are lower than averages since 1950.
Our expected returns are higher compared
to the last 10 years’ average returns in

only three cases: Swiss cash, US cash and
UK cash.
Some observations from Chart 5 confirm
the new phase of diminished returns:
–– Within the fixed income space, only
10-year US Treasuries and 10-year UK
bonds have expected returns scoring
roughly between the historical average
and a full standard deviation below the
historical average.
–– Reflecting the regime shift underway for
long-term government bonds, all other 10year government bonds (Swiss, German
and Japanese) have expected returns
close to or under a full standard deviation
below the 1950-historical average.
–– Asset classes with expected returns that
are more than a full standard deviation
below historical averages are Japan cash,
10-year Swiss bonds, US cash, UK cash
and 10-year German Bunds.
–– Among equities, US equities have
provided the best risk/return profiles for
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Average expected annual nominal total returns in local currencies

CHART 6 - MAJOR ASSET CLASSES’ EXPECTED ANNUAL NOMINAL TOTAL RETURNS AND RISK IN
LOCAL CURRENCIES*
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investors with an average total return
of 11.3% since 1950 and a standard
deviation of 14.3%. Japanese and UK
equities have delivered average returns
of roughly the same magnitude as US
equities over the same period, 11.0% and
12.0% respectively, but with higher risk.
–– Since 1950, 10-year German bunds
have provided slightly more than one
full percentage point higher average
10-year rolling return than 10-year US
Treasuries (6.7% vs. 5.6%) with less risk
(5.2% vs. 7.3%). In terms of low historical
dispersion of returns, as measured
by standard deviation, 10-year Swiss
government bonds score best compared
to all other 10-year government bonds.
Assessing the risk/return equation
Expected returns means little on its own
without a risk context. Risk is usually
measured by the dispersion of yearly
returns around the 10-year average return,
(standard deviation). Chart 6 shows the
wide variance of risk/return profiles among
the 35 asset classes we cover in our analysis.
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From these expected risk/returns forecasts
we have drawn a vertical line, separating
the investment universe into two halves.
On average, assets to the left of the line
bear roughly half the risk of assets to the
right and, according to the risk-return
trade-off rule, therefore generate less
expected returns.
We have also constructed an upward
sloping trend line, or regression line. Asset
classes underneath the trend line have
roughly half the risk/return ratios of asset
classes above.The boundaries delimited
by these two lines result in four quadrants,
labelled I, II, III and IV to which we can
attribute some broadly applicable qualities.
Despite low returns, assets in quadrants I
and II are potential candidates to mitigate
risk in portfolios that include the higher-risk
assets of quadrants III and IV. Nevertheless,
their attractiveness may vary according to
prevailing regimes.
–– Within cash assets bearing a low standard
deviation of less than 1% in quadrant I,

US cash is expected to offer the highest
return of 2.8% compared to 1.4% for UK
cash, Swiss cash and Europe cash and
0.0% for Japanese cash.
–– Further up in quadrant I, US investment
grade corporate bonds is expected to
offer an equivalent return of 3.3% as
global investment grade corporate bonds,
but with less risk: (5.2% compared to
6.1%).
–– For an equivalent standard deviation
of roughly 6%, hedge funds provide
an expected return of 4.7%, compared
to 3.3% for Global investment grade
corporate bonds. For an equivalent return,
hedge funds offer lower risk than equitylike assets: 9.1% for US high yield and
10.1% for global high yield. Bear in mind,
however, that only long-term investors
should consider hedge funds as part of
their asset allocation due to their illiquid
nature and the time needed to realise
their full potential.
–– Within high yield corporate bonds, US
high yield corporate bonds in quadrant
I outshine euro high yield bonds in
quadrant IV, with an expected return of
4.6% and a standard deviation of 9.1%,
compared to 2.5% and 12.0%. Global high
yield stands between US high yield and
euro high yield with an expected return
of 4.6% and a standard deviation of 10.1%.
–– Within the shaded area of quadrant II, 10year Swiss, Japanese, and German bunds
look unattractive, owing to negative
expected returns of – 1.0%, – 0.4% and
– 0.3% and standard deviations ranging
from 3.9% to 5.6%. We include the 10-year
UK bonds in this group, even though we

expect them to deliver a slight positive
return of 0.8%.
–– Outside the shaded area, 10-year US
Treasuries provide a risk/return profile
that appears more attractive than all other
10-year government bonds.This is one of
the key reasons why – other than their
high liquidity – 10-year US Treasuries
continue to be the asset of choice to
mitigate risk of portfolios containing
assets of quadrants III and IV.They should
deliver an expected return of 2.2%, with
a standard deviation of 7.5%. Nonetheless,
due to their safe haven status and their
high liquidity, 10-year US Treasuries
continue to be the asset of choice to
include in portfolios, offering protection
in the event of regime shifts associated
with economic recession, financial crash
or the rise of systemic risk – albeit only
within non-inflationary events. No doubt
a shock associated with sudden rises in
inflationary pressures would result in
higher bond yields, causing 10-year US
Treasuries to depreciate (the opposite of
their intended role in a portfolio).
Assets in quadrants III and IV display very
different characteristics Most assets of
quadrants III and IV feature risk/return
measures near the average trend line.
Meanwhile, private equity features as a high
return-generating asset, with comparable
risk to traditional equities. Private equity
exhibits an attractive risk/return profile and
stands out as an outlier in the shaded area
of quadrant III, well above the trend line.
–– For a comparable risk level of around
17%, private equity provides a
significantly higher expected average
annual return of 10.2% compared to 6.4%
for European small caps. Furthermore, it

IN V E S T MEN T S IN A L O W RE T URN EN V IRONMEN T

13

“Private equity features
as a high returngenerating asset, with
comparable risk to
traditional equities.”

should be noted that the alpha provided
by private equity has been persistent over
the 25 years we have included this asset
class among our investments.
–– Private equity real estate is expected to
deliver an average annual return of 5.5%,
close to the 5.7% of US equities, albeit
with a lower risk of 14.6%, compared to
14.9%. Once again, as with hedge funds,
private equity investments and private
equity real estate are illiquid assets and
should be considered by long-term
investors only.
–– Within the equities space, risk/return
profiles are fairly similar for developed
country large capitalisation stocks.
Nevertheless, the 5.7% expected return
of US equities and the 5.4% for Swiss
equities compare slightly better to
the 5.2% average annual for European
equities and 4.9% for Japanese equities.
The same holds true for risk measures,
with respective standard deviations of
14.9% and 14.5% vs 15.6% and 17%.These
risk measures underscore the defensive

nature of the Swiss equity market, which
is dominated by large pharmaceuticals
and consumer staples.
–– Within small capitalisations stocks,
Europe in quadrant III compares better
than the US in quadrant IV, with expected
returns of 6.4% compared to 5.7% and
risk of 17.8% compared to 19.8%.
–– Emerging markets can be rewarding at
times depending on prevailing regimes
– of the US dollar in particular – but
long-term risk tends to be significant.
Accordingly, the 7.2% expected return
for Asia (ex-Japan) equities is the highest
among all assets but at 22.6% the
associated risk is also the highest. As a
result, this class is expected to perform
below average, under the trend line
in quadrant IV, in terms of both return
and risk.

CHART 7 - US 60/40 PORTFOLIO 10-YEAR ANNUALIZED HISTORICAL RETURN AND 10-YEAR
EXPECTATION*
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CHART 8 - CORRELATION COEFFICIENT VERSUS INFLATION
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Portfolio construction and
correlation
Ultimately, the whole point of the expected
returns exercise is to determine our attitude
to portfolio construction over the long
term: in other words, our strategic asset
allocation policy. We expect the impact of
low expected returns on strategic asset
allocation to be significant.
Historically, the two main assets included
in a diversified portfolio were equities and
long-term bonds.This led to the simple
model portfolio benchmark of 60/40 (60%
US equities and 40% 10-year Treasuries). Our
10-year expectations for those two assets
are below the long-term average, especially
for 10-year US Treasuries whose expected
return at 2.2% is close to the lowest decile
over the past two centuries (see chart 7).
As a result, a standard 60/40 portfolio is
expected to return around 4.3% annually.
So we are leaning towards a modification in
investment style from the classic, efficient
60/40 portfolio. While this model portfolio
has been highly efficient in the past, we
anticipate a change in style from this
traditional bonds/equity mix to more of an

“We expect the impact of

>4%
High Inflation
Source: Pictet WM - AA&MR,

endowment style, incorporating ‘high
octane’ alternative assets to augment the
risk-return profile of the major asset classes.
As a consequence, we are building an
increased long term presence for illiquid
asset classes such as private equity (a good
substitute for equities) and private equity
real estate (a good substitute for long term
bonds) – but of course always with due
regard for particular circumstances in terms
of liquidity and risk requirements.
In the context of portfolio construction,
PWM’s expected returns analysis now
covers 35 asset classes (the first edition of
Horizon back in 2014 covered just 11 asset
classes).This wider coverage gives us greatly
enhanced flexibility.
Diversification is the cornerstone for
optimisation of the risk/return profile
of a portfolio. From a risk management
perspective, the benefit of not being
exclusively (or excessively) exposed
to a single asset class is obvious, but
for diversification to be truly effective,
understanding the correlation of those
assets is also critical.
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low expected returns on
strategic asset allocation
to be significant.”

Were all asset classes in a portfolio to
move in the same direction as each other
(perfect correlation, +1) there would
be no diversification benefit. As soon as
correlation is below 1, the diversification
benefit begins to emerge. With a zero
correlation, (assets moving independently
of each other) risk reduction is already
significant. Risk reduction is even stronger
when correlation turns negative.
One of the reasons the standard 60/40
portfolio is considered a benchmark is
because stocks and bonds have historically
exhibited negative correlation – but this
has not always been the norm. Inflation
is a critical factor in levels of stock/bond
correlation as the chart shows in the case of
US assets.
Correlation factors are critical in building
balanced portfolios and it is worth
examining historical factors highlighted
in chart 9.The matrix gives you some
indication of typical correlations between
assets and groups of assets but bear in
mind that estimating future correlation
poses challenges. First, historical estimates
of correlation are highly dependent on
the chosen measurement period. Second,
correlations are not stable over time and
can, for example, be linked to crisis events
and other factors.
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CHART 9 - HISTORICAL CORRELATION – MAJOR ASSET CLASSES (20-YEAR CORRELATION ON QUARTERLY DATA)

100%

Source: Pictet WM - AA&MR, Factset

Data compiled on 23 March 2018

IN V E S T MEN T S IN A L O W RE T URN EN V IRONMEN T

17

Authors: Pictet Wealth Management, Asset Allocation & Macro Research Team
Editor: Pictet Wealth Management, Investment Communication Team
Design layout: Production Multimedia Pictet

DISCLAIMERS
Distributors: Banque Pictet & Cie SA, Route des Acacias 60, 1211 Geneva 73, Switzerland
and Pictet & Cie (Europe) SA, 15A, avenue J. F. Kennedy, L-1855 Luxembourg/B.P. 687
L-2016 Luxembourg.
Banque Pictet & Cie SA is established in Switzerland, exclusively licensed under Swiss
Law and therefore subject to the supervision of the Swiss Financial Market Supervisory
Authority (FINMA).
Pictet & Cie (Europe) SA is established in Luxembourg, authorized and regulated by the
Luxembourg Financial Authority, Commission de Surveillance du Secteur Financier.
This marketing communication is not intended for persons who are citizens of,
domiciled or resident in, or entities registered in a country or a jurisdiction in which its
distribution, publication, provision or use would violate current laws and regulations.
The information, data and analysis furnished in this document are disclosed for
information purposes only. They do not amount to any type of recommendation, either
general or tailored to the personal circumstances of any person. Unless specifically
stated otherwise, all price information is indicative only. No entity of the Pictet
Group may be held liable for them, nor do they constitute an offer or an invitation
to buy, sell or subscribe to securities or other financial instruments. The information
contained herein is the result neither of financial analysis within the meaning of the
Swiss Bankers Association’s Directives on the Independence of Financial Research,
nor of investment research for the purposes of the relevant EU MiFID provisions. All
information and opinions expressed in this document were obtained from sources
believed to be reliable and in good faith, but no representation or warranty, express or
implied, is made as to its accuracy or completeness.
Except for any obligations that any entity of the Pictet Group might have towards the
addressee, the addressee should consider the suitability of the transaction to individual
objectives and independently assess, with a professional advisor, the specific financial
risks as well as legal, regulatory, credit, tax and accounting consequences.
Furthermore, the information, opinions and estimates in this document reflect an
evaluation as of the date of initial publication and may be changed without notice. The
Pictet Group is not under any obligation to update or keep current the information
contained herein. In case this document refers to the value and income of one or more
securities or financial instruments, it is based on rates from the customary sources of
financial information that may fluctuate. The market value of financial instruments
may vary on the basis of economic, financial or political changes, currency fluctuations,
the remaining term, market conditions, the volatility and solvency of the issuer or the
benchmark issuer. Some investments may not be readily realizable since the market in
the securities can be illiquid. Moreover, exchange rates may have a positive or negative
effect on the value, the price or the income of the securities or the related investments
mentioned in this document. When investing in emerging countries, please note that
the political and economic situation in those countries is significantly less stable than
in industrialized countries. They are much more exposed to the risks of rapid political
change and economic setbacks.
Past performance must not be considered an indicator or guarantee of future
performance, and the addressees of this document are fully responsible for any
investments they make. No express or implied warranty is given as to future
performance. Moreover, forecasts are not a reliable indicator of future performance.
The content of this document can only be read and/or used by its addressee. The Pictet
Group is not liable for the use, transmission or exploitation of the content of this
document. Therefore, any form of reproduction, copying, disclosure, modification
and/or publication of the content is under the sole liability of the addressee of this
document, and no liability whatsoever will be incurred by the Pictet Group. The
addressee of this document agrees to comply with the applicable laws and regulations
in the jurisdictions where they use the information reproduced in this document.
This document is issued by Banque Pictet & Cie SA. This publication and its content
may be cited provided that the source is indicated. All rights reserved. Copyright 2017.
Distributors: Bank Pictet & Cie (Asia) Ltd (“BPCAL”) in Singapore, 10 Marina Blvd #2201 Tower 2, Marina Bay Financial Centre, Singapore 018983 and Pictet & Cie (Europe)
S.A., Hong Kong branch (“Pictet HK branch”) in Hong Kong. The registered address of
Pictet HK branch is 9/F, Chater House, 8 Connaught Road Central, Hong Kong.
The information, tools and material presented in this document are provided
for information purposes only and are not to be used or considered as an offer,
an invitation to offer or solicitation to buy, sell or subscribe for any securities,
commodities, derivatives, (in respect of Singapore only) futures, or other financial
instruments (collectively referred to as “Investments”) or to enter into any legal
relations, nor as advice or recommendation with respect to any Investments. This
document is intended for general circulation and it is not directed at any particular
person. This document does not have regard to the specific investment objectives,
financial situation and/or the particular needs of any recipient of this document.
Investors should seek independent financial advice regarding the appropriateness of
investing in any Investments or adopting any strategies discussed in this document,
taking into account the specific investment objectives, financial situation or particular
needs of the investor, before making a commitment to invest.
BPCAL/Pictet HK branch has not taken any steps to ensure that the Investments
referred to in this document are suitable for any particular investor, and accepts no
fiduciary duties to any investor in this regard. Furthermore, BPCAL/Pictet HK branch
makes no representations and gives no advice concerning the appropriate accounting
treatment or possible tax consequences of any Investment. Any investor interested in
buying or making any Investment should conduct its own investigation and analysis
of the Investment and consult with its own professional adviser(s) as to any Investment
including the risks involved with transactions on such Investment.
This document is not to be relied upon in substitution for the exercise of independent
judgment. The value and income of any Investment mentioned in this document may
fall as well rise. The market value may be affected by, amongst other things, changes in
economic, financial, political factors, time to maturity, market conditions and volatility,
and the credit quality of any issuer or reference issuer. Furthermore, foreign currency
rates of exchange may have a positive or adverse effect on the value, price or income of any
Investment mentioned in this document. Accordingly, investors must be willing and able
to, and effectively assume all risks and may receive back less than originally invested.

Past performance should not be taken as an indication or guarantee of future
performance and no representation or warranty, expressed or implied, is made by
BPCAL/Pictet HK branch regarding future performance.
This document does not constitute the investment policy of BPCAL/Pictet HK branch,
or an investment recommendation, and merely contains the different assumptions,
views and analytical methods of the analysts who prepared them. Furthermore,
the information, opinions and estimates expressed herein reflect a judgment at its
original date of publication and are subject to change without notice and without
any obligation on BPCAL/Pictet HK branch to update any of them. BPCAL/Pictet HK
branch may have issued or distributed other reports or documents that are inconsistent
with, and reach different conclusions from, the information presented in this
document.
While the information and opinions presented herein are believed to be from sources
believed to be reliable, BPCAL/Pictet HK branch is not able to, and do not make any
representation or warranty as to its accuracy or completeness. Accordingly, BPCAL/
Pictet HK branch accepts no liability for loss arising from the use of or reliance on this
document presented for information purposes only. BPCAL/Pictet HK branch reserves
the right to act upon or use any of the information in this document at any time,
including before its publication herein.
BPCAL/Pictet HK branch and its affiliates (or employees thereof) may or may not have
long or short positions in, and buy or sell, or otherwise have interest in, any of the
Investments mentioned herein, and may or may not have relationships with the issuers
of or entities connected with Investments mentioned in this document. BPCAL/Pictet
HK branch and their affiliates (or employees thereof) may act inconsistently with the
information and/or opinions presented in this document.
The information used to prepare this document and/or any part of such information,
may have been provided or circulated to employees and/or one or more clients
of BPCAL/Pictet HK branch before this document was received by you and such
information may have been acted upon by such recipients or by BPCAL/Pictet HK
branch.
This document is provided solely for the information of the intended recipient only
and should not be reproduced, published, circulated or disclosed in whole or in part to
any other person without the prior written consent of BPCAL/Pictet HK branch.
Singapore
This document is not directed to, or intended for distribution, publication to or use by,
persons who are not accredited investors, expert investors or institutional investors as
defined in section 4A of the Securities and Futures Act (Cap. 289 of Singapore) (“SFA”)
or any person or entity who is a citizen or resident of or located in any locality, state,
country or other jurisdiction where such distribution, publication, availability or use
would be contrary to law or regulation or would subject BPCAL and any of its affiliates
or related corporations to any prospectus or registration requirements.
BPCAL has obtained an exemption from the Monetary Authority of Singapore
(“MAS”) under section 100(2) of the Financial Advisers Act (“FAA”) for the provision
of financial advisory services to High Net Worth Individuals (as defined in the MAS
Guidelines on Exemption for Specialised Units Serving High Net Worth Individuals
FAA-G07) (the “Exemption”) and is exempted from the requirements of sections 25, 27,
28 and 36 of the FAA, the MAS Notice on Recommendations on Investment Products
(FAA-N16), MAS Notice on Appointment and Use of Introducers by Financial Advisers
(FAA-N02), MAS Notice on Information to Clients and Product Information Disclosure
(FAA-N03) and MAS Notice on Minimum Entry and Examination Requirements
for Representatives of Licensed Financial Advisers and Exempt Financial Advisers
(FAA-N13).
Please contact BPCAL in Singapore in respect of any matters arising from, or in
connection with this document.
Hong Kong
This document is not directed to, or intended for distribution, publication to or use
by, persons who are not “professional investors” within the meaning of the Securities
and Futures Ordinance (Chapter 571 of the Laws of Hong Kong) and any rules made
thereunder (the “SFO”) or any person or entity who is a citizen or resident of or located
in any locality, state, country or other jurisdiction where such distribution, publication,
availability or use would be contrary to law or regulation or would subject Pictet HK
branch and any of its affiliates or related corporations to any prospectus or registration
requirements.
Pictet & Cie (Europe) S.A. is incorporated in Luxembourg with limited liability. It is an
authorized institution within the meaning of the Banking Ordinance and a registered
institution (CE No.: AQ515) under the SFO carrying on Type 1 (dealing in securities),
Type 4 (advising on securities) and Type 9 (asset management) regulated activities.
Warning: The contents of this document have not been reviewed by any regulatory
authority in Hong Kong. You are advised to exercise caution in relation to the offer. If
you are in any doubt about any of the contents of this document, you should obtain
independent professional advice. Please contact Pictet HK branch in Hong Kong in
respect of any matters arising from, or in connection with this document.
Distributor: Pictet Bank & Trust Limited, where registered office is located at Building
1, Bayside Executive Park, West Bay Street & Blake Road, Nassau, New Providence, The
Bahamas.
The document is not directed to, or intended for distribution or publication to or use
by persons who are not Accredited Investors (as defined in the Securities Industry
Regulations, 2012) and subject to the conditions set forth in the Securities Industry
Regulations, 2012 or to any person or entity who is a citizen or resident of or located in
any locality, state, country or other jurisdiction where such distribution, publication,
availability or use would be contrary to law or regulation or would subject Pictet
Bank & Trust Limited to any prospectus or registration requirements. Pictet Bank &
Trust Limited is incorporated in The Bahamas with limited liability. It is a bank and
trust company that is licensed in accordance with the Banks and Trust Companies’
Regulation Act and is regulated by the Central Bank of The Bahamas. Additionally,
Pictet Bank & Trust Limited is registered with the Securities Commission of The
Bahamas as a Broker Dealer II and is approved to (i) Deal in Securities 1.(a) & (c ); (ii)
Arrange Deals in securities; (iii) Manage Securities ; (iv) Advise on Securities.
Warning: The content of this document has not been reviewed by any regulatory
authority in The Bahamas. You are, therefore, advised to exercise caution when
processing the information contained herein. If you are in any doubt about any of the
content of this document, you should obtain independent professional advice.

STOXX Limited (”STOXX”) is the source of Stoxx 600 and of Euro Stoxx and the
data comprised therein. STOXX has not been involved in any way in the creation of
any reported information and does not give any warranty and excludes any liability
whatsoever (whether in negligence or otherwise) – including without limitation for
the accuracy, adequateness, correctness, completeness, timeliness, and fitness for
any purpose – with respect to any reported information or in relation to any errors,
omissions or interruptions in the Stoxx indices mentioned on this document or its
data. Any dissemination or further distribution of any such information pertaining to
STOXX is prohibited.
ICE-BofA Merril Lynch. The index data referenced herein is the property of ICE Data
Indices, LLC, its affiliates (”ICE Data”) and/or its Third Party Suppliers and has been
licensed for use by Pictet. ICE Data and its Third Party Suppliers accept no liability in
connection with its use.
NYSE Euronext. All rights in the NYSE Euronext indices and/or the NYSE Euronext
index trademarks vest in NYSE Euronext and/or its licensors. Neither NYSE Euronext
nor its licensors accept any liability for any errors or omissions in the NYSE Euronext
indices or underlying data. No further distribution of NYSE Euronext data and/ or
usage of NYSE Euronext index trademarks for the purpose of creating and/or operating
a financial product is permitted without NYSE Euronext’s express written consent.
Bloomberg Index Services Limited.
SIX Swiss Exchange AG (”SIX Swiss Exchange”) is the source of SMI_SPI and the data
comprised therein. SIX Swiss Exchange has not been involved in any way in the creation
of any reported information and does not give any warranty and excludes any liability
whatsoever (whether in negligence or otherwise) – including without limitation for
the accuracy, adequateness, correctness, completeness, timeliness, and fitness for
any purpose – with respect to any reported information or in relation to any errors,
omissions or interruptions in the SMI_SPI or its data. Any dissemination or further
distribution of any such information pertaining to SIX Swiss Exchange is prohibited.
The MSCI information may only be used for your internal use, may not be reproduced
or redisseminated in any form and may not be used as a basis for or a component of
any financial instruments or products or indices. None of the MSCI information is
intended to constitute investment advice or a recommendation (o make (or refrain from
making) any kind of investment decision and may not be relied on as such. Historical
data and analysis should not be taken as an indication or guarantee of any future
performance analysis, forecast or prediction. The MSCI information is provided on an
”as is” basis and the user of this information assumes the entire risk of any use made
of this information. MSCI, each of its affiliates and each other person involved in or
related to compiling, computing or creating any MSCI information (collectively, the
”MSCI Parties ”) expressly disclaims all warranties (including, without limitation,
any warranties of originality, accuracy, completeness, timeliness, non-infringement.
merchantability and fitness for a particular purpose) with respect to this information.
Without limiting any of the foregoing, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including,
without limitation, lost profits) or any other damages. (www.msci.com).
@ 2018, Markit Economics Limited. All rights reserved and all Intellectual property
rights retained by ”Markit Economics Limited.” or as may be notified by Markit to Pictet
from time to time.
The TOPIX Index Value and the TOPIX Marks are subject to the proprietary rights
owned by Tokyo Stock Exchange, Inc. and Tokyo Stock Exchange, Inc. owns all rights
and know-how relating to the TOPIX such as calculation, publication and use of
the TOPIX Index Value and relating to the TOPIX Marks. No Product is in any way
sponsored, endorsed or promoted by Tokyo Stock Exchange, Inc.

Follow us on LinkedIn to receive our latest news.
linkedin.com/company/pictet-wealth-management

Follow us on our Pictet Wealth Management blog.
perspectives.pictet.com

Follow us on Twitter for fast-paced and
opinionated updates from our investment
specialists and analysts.
twitter.com/pictetwm

Subscribe to our YouTube channel to
receive the latest interviews with Pictet’s
specialists discussing investment
strategies and macroeconomics.
youtube.com/pictetwm

www.group.pictet

